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NOTICE TO READERS
This practice alert is intended to provide auditors with information that may help them improve the efficiency and effectiveness of their
audits. This document has been prepared by the SEC Practice Section Professional Issues Task Force and is based on the experiences
of the individual members of the task force and matters arising from litigation and peer reviews. It has not been approved, disapproved or
otherwise acted upon by any committee of the AICPA.

Introduction

ust as both the use of derivatives to manage
risks and liquidity and the publicity relating to
their usage have increased so, too, have the
audit risks associated with derivative transactions.
Derivatives are used by large and small businesses
in virtually every industry. And while many organiza
tions have sophisticated internal control structures to
handle and monitor the use of derivatives, others
may not. These factors can increase audit risk in
audits of financial statements of companies that
engage in derivative activities. Although many
derivative contracts and instruments have relatively
straight-forward and easy to understand terms, other
derivative products have complex features that can
create greater audit risk for the auditor as well as
greater business risk for the client. This Practice Alert
explores factors auditors should be aware of that
might indicate the presence of a complex derivative
structure and the risks associated with such a struc
ture through a discussion of complex swap derivatives.
The concepts identified in this Practice Alert related
to complex swap agreements also are applicable to
other derivatives contracts, such as options and for
wards, and derivative securities, such as structured
notes and collateralized mortgage obligations.

J

Complex Swap Agreements

Swaps are contractual agreements between two
parties to exchange payments periodically over the
life of the agreement. Many swap agreements are
“plain vanilla“in that the counterparties exchange

payments that are based on simple rates and terms
that are established at inception for the life of
the agreement.
A simple swap agreement could be structured
between two counterparties to exchange interest
payments based on a notional amount of $10 million
for three years. Swap contracts generally involve no
exchange of principal at either inception or maturity.
Rather, a notional amount serves as a basis for
calculating payment streams to be exchanged. One
party might receive a fixed-rate payment of 8%
annually and agree to pay a variable rate of London
Inter-Bank Offered Rate (LIBOR) plus 2% annually.
The payments are calculated based on the notional
amount of $10 million. The value of the swap agree
ment at the inception of the contract (and during
the life of the contract) is measured by netting the
discounted cash flows expected to be exchanged by
the counterparties over the term of the agreement.
For a “plain vanilla” swap, that value at the inception
of the contract generally is zero. Typically, the timing
and amounts of net cash flows under simple swap
agreements are relatively straight-forward and there
fore valuation of these agreements is relatively
straight-forward.
However, some companies have entered into more
complex swap transactions that contain provisions for
variability in factors such as the expiration date of the
agreement, the underlying notional amount on which
the periodic payments are based, or the payment
amounts themselves. Complex swap agreements
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an agreement may provide for a fixed-rate payment
only when LIBOR is within a specified range.
When LIBOR is outside the range, the fixed-rate
payment is not required but the variable rate
payment continues. These swaps change in value
dramatically as the boundaries of the relevant range
are approached or the volatility of the factor defining
the boundary changes. Generally, companies would
enter into these swap arrangements when they
have a strong view about the direction that the
boundary indicator is likely to take over the life of
the swap arrangement.

introduce varying degrees of uncertainty regarding
possible future outcomes (e.g., the timing and
amount of the periodic payments under the agree
ment). In addition, these swap agreements often
may not qualify for traditional accounting treatment
under which the net periodic payments or receipts
are presented as part of the interest expense on the
debt and the swaps are not marked-to-market.
Therefore, it is important for auditors to understand
the terms of the various swap agreements that clients
enter into and to understand the business reasons for
those agreements. Several indicators may alert the
auditor to the presence of complex swap structures.

■ Auditors should be alertfor unusual or marked changes in
the level of cash flows under swap agreements. Some
swap agreements provide that one (or both) periodic
cash flows are based on a formula that includes a
multiple, commonly referred to as a leverage factor.
The formula generally refers to the difference
between interest rate indices and generally only one
of the two cash flows of the swap is affected by the
leverage factor. For example, an agreement may
require the exchange of a fixed-rate of interest for
an amount equal to four times the difference
between a five-year interest rate and a one-year
interest rate. As the difference between the fiveand the one-year interest rate changes, the value
and the cash flows from this swap change. In addi
tion, a leveraged swap may also include embedded
options. For example, an agreement may require
swapping fixed for variable rates for two years; but
if interest rate increases or decreases exceed a
predetermined percentage, the variable payment
increases to ten times the excess and the agreement
is extended to five years.
Leveraged swaps have also been known to exist
based on differences in interest rates in various cur
rencies and other factors. Leveraged swap agree
ments were used by some of the companies whose
significant losses from the use of derivatives were
widely publicized in the spring of 1994. Because of
the leverage feature, leveraged swaps generally
would not qualify as accounting hedges.

• Auditors should be alertfor swap agreements with terms
that vary from prevailing market rates. A fixed-rate
provision in the swap agreement that is different
than the prevailing market fixed rate at the incep
tion of the agreement may indicate the presence of
embedded options in the agreement. For example,
some swap agreements provide one or both of the
counterparties with the right to extend (or shorten)
the life of the contract or the formula under which
the periodic payments are calculated. If the option
component is significant, the individual components
of the contract may have to be accounted for sepa
rately, particularly if the significant option component
is a written option. Contracts with terms that differ
from market should be analyzed to determine if
they result in an acceleration of income to one
party early in the life of the contract, with a corre
sponding increase in expense during the remaining
life of the contract. The Emerging Issues Task
Force (EITF) is currently considering accounting
for derivatives containing both a written option
based component and a forward-based component
in EITF Issue No. 95-11.
• Auditors should be alertfor swap agreements under
which periodic cash flows have not been consistent over
the terms of the agreement. Some swap agreements
may provide for one of the payments to occur
only when a certain condition exists. For example,

2

Complex Derivatives

■ Auditors should be alertfor significant changes in
value ofswap agreements from period to period.
Significant fluctuations in value may indicate the
presence of embedded written options or leverage
features within the swap structure. The auditor
should ensure that the fair value measure has
been determined consistently from period to
period and consider the need to obtain an inde
pendent validation of the values from an invest
ment banker or a broker/dealer. In addition,
because market prices will generally not be avail
able for many swap derivatives, the auditor
should consider using pricing models to value
the agreement. In these circumstances, the auditor
should gain an understanding of any underlying
assumptions used in applying the pricing model.

comparable to that of a fixed-rate bond. The receiver
of the fixed rate on a swap (or a bond) faces the risk
that interest rates will rise, while the payer of a fixed
rate on a swap (or a bond) runs the risk that fixed
rates will decline.
The primary interest rate that affects the value of
a swap agreement is the fixed interest rate. As the
market fixed rate for swaps with a certain remaining
term and notional amount increases, the fixed rate
receiver will experience a loss in fair value while the
fixed-rate payer will experience a gain in value of its
swap agreement. If the relevant interest rate declines,
the opposite situation will occur. The magnitude of
the gain or loss will essentially reflect the difference
between the fixed rate of the swap and the market
fixed rate, the remaining term of the swap, the
notional amount of the swap, and other embedded
features such as leverage factors.
Liquidity Risk—Liquidity risk refers to the ability
to find a counterparty to enter or terminate a transac
tion. Liquidity risk increases as the number of market
participants for a given derivative declines. As the
length of time until maturity of a swap contract
increases, it becomes more difficult to find a counter
party to the transaction. Similarly, complex swap
agreements have a higher level of liquidity risk than
“plain vanilla” agreements.
Basis Risk—Basis is the difference between two
risks or prices. For interest rate swaps, basis risk is
the risk that two interest rate indices might fluctuate
relative to one another.
Assume that a company negotiates a swap
agreement to modify the terms of a bank loan.
Under the terms of the swap agreement, the company
will receive variable rate payments based on six
month LIBOR. The company will continue to pay
interest on its bank loan based on the prime rate.
The basis in this transaction is the difference
between the six-month LIBOR rate and the prime
rate. The differential between the two rates is not
constant and may in fact fluctuate over time. The
fluctuations are the source of the basis risk.
Market risk is controlled through a variety of

Auditors should be alertfor derivative contracts with
long-dated terms, such as those extending beyond ten
years. Derivatives with long terms create additional
valuation complexities. The subjective judgments
involved in such valuations may be difficult
to substantiate.
Risks of Complex Derivatives

Complex derivatives create additional audit risk
and increase business risk. One of the principal
risks associated with complex derivatives is market
risk. In the broadest sense, market risk is the risk
that the value of the agreement will change. The
value of swap agreements depends on the terms
of the swap, the liquidity of the agreement, and
other factors. There are several subsets of market
risk, all of which contribute to impact the overall
market risk of an agreement.
Interest Rate Risk—Because the exchange arising
from a traditional interest rate swap is affected by
the level of interest rates (with one party receiving
fixed-interest payments and the other party
receiving variable interest payments), both parties
to the exchange face a risk that interest rates will
change in an unfavorable direction. As a result
of these conditions, the market risk of a swap is
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activities. These include clearly defining acceptable
risk parameters and monitoring of risk levels relative
to the parameters, stress testing of positions and
exposures in a wide variety of possible market
scenarios, and developing a thorough understanding
of the nature and terms of derivative positions and
the risks they are intended to manage. Periodic valua
tions of derivatives are essential to understanding the
behavior of derivatives in response to changes in
market conditions. Because changes in market
conditions will not affect all derivative products the
same way, a portfolio should be disaggregated into
components (e.g., forwards versus options) and
marked-to-market on that basis to better understand
and manage the underlying subsets of market risk.

Executive Committee has developed a report,
Derivatives-Current Accounting and Auditing Literature,
which describes current authoritative accounting
and auditing literature on derivative transactions
and provides background information on basic
derivatives contracts, risks, and other general
considerations. Copies of the report are available
by calling the AICPA order department
at (800) 862-4272.

Resources Available

In addition to swap agreements, complex derivative
agreements include many other types of agreements.
Because derivative contracts can be custom
designed to fit whatever risk/reward profile the
investor desires, the types of derivative contracts are
essentially unlimited. When one or more basic
derivatives are combined to create a more complex
structure that is designed to satisfy an investor’s
particular risk management strategy or investment
objective, new risks that may not be readily apparent
at the inception of the contract often are created.
Gaining an understanding of these complex con
tracts is essential to assessing the value of the instru
ment and the judgments upon which a particular
valuation is based. A careful assessment also will
help identify the extent to which derivatives are
embedded in the instrument and the effect that
those derivatives might have on future values under
changing market conditions.
The Financial Instruments Task Force of the
American Institute of CPAs Accounting Standards

Comments or questions on this alert should be directed to the AICPA Division for CPA Firms at 1-800-CPA-FIRM.

